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Given four good reasons to be cautious on China, and only one positive, the walk back to a turn in
the equity market may be long one

China’s Political Disorder

James Syme Paul Wimborne Ada Chan

Our investment process is designed to be alert not just to the level of market drivers, but also to

change and trend, to posit ive and negative surprises, and to changing forecasts and surveys. With

China having seen some major polit ical changes this month, and with Chinese equities having

aggressively derated in valuation terms, how, if at all, has our view on China changed?

The philosophy behind that process emphasises a disciplined and repeatable country analytical

process, so we make no apology for following our core five-point framework in reviewing the outlook

for Chinese equities in USD terms over the next two years.

Growth in China is weak by historic standards, with strong exports offset by poor domestic investment

and consumption. Third quarter GDP was up 3.0% YoY, with industrial production up 6.3% YoY and

exports up 10.7% YoY, but retail sales were up only 2.5% YoY, and property sales (for the 31 main

listed players) were -29% YoY (all to September). The Three Red Lines restriction on lending to

property developers continues to have a devastating effect on the sector, while ongoing Covid-

lockdowns hurt confidence-hit consumers. The outlook does not seem to be improving, either, with PMI

surveys for October weakening to 48.7 for non-manufacturing and 49.2 for manufacturing.

Can fiscal policy drive growth? This December’s Central Economic Work Conference can shift the

emphasis of fiscal policy while keeping to agreed policy parameters. Probably the most effective

change would be to support for households directly, given the current downturn in domestic

consumption. Targeted fiscal measures to support consumption have been successfully used in

previous downturns, for example subsidies for rural purchasers of home appliances in 2008, or support

for car-buyers in 2014-15. However, given the weight of real estate and adjacent sectors in the
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economy, this is unlikely to do more than help specific industries.

The liquidity and credit environment will need to do some of the lift ing, but the abil ity to do monetary

stimulus is being constrained by weak private credit demand and concerns about the exchange rate.

The capacity certainly exists - despite global inflationary pressures, the Chinese economy is heading

into deflation. PPI inflation trackers dropped into negative territory in October (after a September print

of just +0.9%), while household and corporate excess deposits continue to collect in the commercial

banking system. This potential is l ikely to lead eventually to increases in credit quotas and cuts in

interest rates, but these are unlikely to work for two reasons.

Firstly, private sector credit demand is extremely weak, and simply making it cheaper and more

available is unlikely to change that. This is a classic crisis of confidence, in which the central bank can

end up ‘pushing on a string’. Either policies change to create confidence, or f iscal policy must do the

work. Secondly, while the Three Red Lines restrictions on private sector property developers is sti l l  in

place, the key sector that isn’t borrowing will remain unable to do so. In fact, credit conditions continue

to worsen for private sector developers, with bond yields climbing steadily for even the highest quality

issuers, suggesting that the situation will get worse before it gets better.

The currency was at its all-t ime highest real effective exchange rate in the first quarter of 2022.

Although it is notionally supported by net exports, and protected by capital controls, it is l ikely to

weaken relative to the US dollar, partly because of interest rate differentials, and partly because

policy-makers in East Asian exporters must keep their currencies reasonably in-line with the

depreciating Japanese yen.

However, it is management and politics that is the key, despite the previous three drivers. This month

saw President Xi Jinping appointed for an unprecedented third term, while the overhaul of the Politburo

Standing Committee saw market-friendly reformers (including Premier Li Keqiang) removed and

replaced with members seen as Xi loyalists. State media have also begun referring to Xi Jinping as

‘Core’ leader whilst establishing his political views (Xi Jinping Thought) as doctrine. This marks a move

away from the ‘Collective Leadership’ system of Chinese polit ics that has been in place since the 11th

Party Congress in 1978. The economic focus on technology and quality of l i fe adopted at the 2017

Congress remains in place; the main changes at this Congress were on governance and national

security, with emphases on international relations, geopolitics and reunification with Taiwan.

What does this mean for the economy, and for a market looking for some polit ical and policy relief?

Unfortunately, we can see litt le positive in this Congress. The policies that have dramatically

undermined growth (real estate restrictions and zero Covid), and the polit ical developments that have

hugely increased investors’ perception of risk in China (clampdown on tech companies, support for

Russia, cold conflict with the West) are likely to continue, given the centralisation of power around Xi.

We essentially believe that China’s policy choices in the last two years have broken its economy and

its equity market, and we see no sign of the change that would be needed to fix this.

Finally, valuation is the only one of the five to be unambiguously supportive, but valuation alone is not

a buy case. For any market, ongoing economic growth and corporate earnings disappointments

undermine the fundamentals to which valuation multiples are applied; worsening liquidity conditions

justify lower valuation multiples; a poor currency outlook will reduce expected US dollar returns; and

most significantly, the downside to valuation multiples when politics goes bad is always much, much

more than you think.

In terms of hard numbers, the forward price/earnings ratio (based on consensus 12 month forward

estimates) for MSCI China has declined from a peak (in February 2021) of 18.5x to 8.3x at the end of

October, as compared to a recent average of 11.3x. Other valuation metrics have similar patterns.

Cheap, but not cheap enough. We remain underweight China and defensively positioned.

Our investment process has a monthly review of (what we think are) all of the key top-down drivers of

USD equity returns, for all countries. We take no strategic views, and, just as no market is an



automatic overweight, so is no market automatically excluded. We do not think that Chinese equities,

whether A-shares, H-shares or overseas listings, are ‘uninvestable’, and we remain alert to

opportunities. It must be said, though, that Chinese policy and economic data has a long path to walk

to make equities there attractive.

Disclaimer

The information provided on this webpage is for professional advisers only. This is a marketing

communication. Information on the rights of investors can be found here. The registrations of the funds

described in this communication may be terminated by JOHCM at its discretion from time to time. The

investment promoted concerns the acquisit ion of shares in a fund and not the underlying assets. Past

performance is no guarantee of future performance. The value of an investment and the income from it

can fall as well as rise as a result of market and currency fluctuations and you may not get back the

amount originally invested. Investing in companies in emerging markets involves higher risk than

investing in established economies or securities markets. Emerging Markets may have less stable legal

and polit ical systems, which could affect the safe-keeping or value of assets. Investments may include

shares in small-cap companies and these tend to be traded less frequently and in lower volumes than

larger companies making them potentially less liquid and more volatile. The information communicated

here including any expression of opinion is for information purposes only and is given on the

understanding that it is not a recommendation.

Related Articles

Expect the Unexpected

In 2022, the impact of the strong dollar has been very different to what history suggests

Read More 08 October 2022

Emerging Markets Spotlight

Rejection of a left-wing constitution reduces risk for equity investors in Chile, but economic problems

remain an obstacle

Read More 06 September 2022

Emerging Markets Spotlight

Energy exporters, or those with relative energy stability, show signs of prospering 

Read More 11 August 2022

Legal

This website is issued and approved in the UK by J O Hambro Capital Management Limited, which is

authorised and regulated by the Financial Conduct Authority. Registered office: Level 3, 1 St James's

https://johcm.com/uk/about-us/605/investor-rights
https://johcm-demo.akikodesign.com/uk/news-views/details/3111/expect-the-unexpected
https://johcm-demo.akikodesign.com/uk/news-views/details/3111/expect-the-unexpected
https://johcm-demo.akikodesign.com/uk/news-views/details/2738/emerging-markets-spotlight
https://johcm-demo.akikodesign.com/uk/news-views/details/2738/emerging-markets-spotlight
https://johcm-demo.akikodesign.com/uk/news-views/details/2717/emerging-markets-spotlight
https://johcm-demo.akikodesign.com/uk/news-views/details/2717/emerging-markets-spotlight
https://www.johcm.com/uk/legal


Market, London SW1Y 4AH. Registered in England and Wales under No: 2176004. Issued in the

European Union by JOHCM Funds (Ireland) Limited which is authorised by the Central Bank of Ireland.

Registered office: Riverside One, Sir John Rogerson’s Quay, Dublin 2, Ireland. J O Hambro is a

registered trademark owned by and used under licence from Barnham Broom Holdings Limited.

JOHCM® is owned by J O Hambro Capital Management Limited. Telephone calls may be recorded.

© 2022 J O Hambro Capital Management Limited.All rights reserved.


